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Scott E. Pardee 

In the first two weeks following the last FOMC meeting, the dollar came under 
repeated bouts of selling pressure, as the exchange market reacted negatively, first to the 
delay of President Carter’s energy address, then to the address itself, then to the 
resignation of his cabinet, then to the list of names of those who were asked not to stay 
on, and then to statements by Treasury Secretary designate Miller and by President Carter 
effectively ruling out a new program to help the dollar. During that stretch, which was 
not seen so much as one of economic crisis as a crisis in leadership, the U. S. authorities 
acted vigorously to stave off what could have been a real rout for the dollar. On behalf of 
the Federal Reserve and the Treasury the Desk intervened extremely forcefully in the 
market, virtually around the clock, selling $2.5 billion of marks, ofwhich $1 .1  billion 
was in the Far East. In addition, the Federal Reserve raised the discount rate and the 
Federal funds rate on July 19. These actions helped, and the pressures on the dollar lifted 
in late July, particularly after Mr. Volcker was named the next Chairman of the Federal 
Reserve. It’s fair to say that not only was Chairman Volcker’s appointment welcomed in 
the market, but so were the things he said in press conferences and at the Senate 
confirmation hearings on curbing inflation, on the need for a stable dollar, and on 
maintaining the independence of the Federal Reserve. 

Dollar rates were somewhat firmer in very quiet trading in early August, and we 
did not intervene again for ten trading days. Selling pressure emerged again last Friday, 
however, following poor producer price figures for the United States. We sold $250 
million of marks, split evenly between the System and the Treasury. The dollar has 
firmed somewhat yesterday and today, which helped calm the market again. 

Even though the selling pressures have eased off in August, we have seen little 
reflux of funds back into the dollar. Almost everyone we talk to outlines a pretty bleak 
scenario for the dollar, reflecting varying degrees of disgruntlement over the performance 
of the President, over the attitudes of members of the White House s t a ,  over what many 
consider the inability of the Administration to shape a coherent economic policy and get 
it through Congress, and over what appears to be the continuing chaotic state of energy 
policy. This is intensely personal stuff and yet it becomes translated into an 
unwillingness to believe that the dollar is going anywhere but down 

Before the November 1 program last fall, I characterized the shift in the market’s 
mood from one of skepticism to one of cynicism, and I’m afraid that cynicism is 
surfacing again. It is reinforced this time by the market’s belief that European central 
banks, and in particular the Bundesbank, are not prepared to buck heavy selling pressures 
on the dollar. Those countries have also had a heavy jolt of inflation; and the central 
banks, through several rounds each of interest rate hikes, have showed that they are 
prepared to use monetary policy vigorously to counter the effects of external price rises, 
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such as the oil price, on their domestic economies. In intervention policy at least, the 
Bundesbank has been helpful, with some timely purchases of dollars when the 
dollar/mark rate has approached the 1.80 level. Moreover, Bundesbank officials have 
not, as yet, uttered a word of complaint about the domestic liquidity effects of our own 
heavy sales of marks. 

I might add that there is still a great deal of talk in the market of a new package of 
measures, to achieve the same kind of dramatic effects of last November 1. People are 
not sure, however, what would be in such a package, and some of the pessimism around 
reflects the recognition that it would be difficult to put together something credible. 

At the same time, some accept the plausibility of a more favorable medium-term 
scenario. In this, the economic slowdown here at a time of continuing growth abroad 
would lead to a dramatic improvement in the U. S. trade and current accounts. That 
turnaround, coupled with continuing monetary restraint here to avoid short-term capital 
outflows, could give a strong underpinning to the dollar later this year and in 1980. This 
scenario is close to official thinking, but few in the markets are willing to bet on it for the 
moment. 

On operations, we have taken opportunities this month to liquidate some $150 
million equivalent of mark swap debt, so that our net increase in drawings on the 
Bundesbank amounted to $1,143 million, leaving current drawings at $2,048 million. 
Also, we paid off our $32 million of Swiss franc debt to the Swiss National Bank at a 
modest profit. 



F.O.M.C. Meeting 
August 14, 1979 

REPORT OF OPEN 
MARKET OPERATIONS 

Reporting on open market operations, Mr. Sternlight 

made the following statement: 

Since the July 11 meeting of the Committee, the 

Account Management has encouraged a gradual firming of money 

market conditions in response to strengthening aggregates and 

a weakening dollar. For about the first week of the period 

the Desk continued to aim for the 10 1/4 percent Federal funds 

rate that was sought since late April. By July 20, with Board 

staff estimates suggesting monetary growth at or slightly above 

the tops of the Committee's ranges, and the dollar faltering 

amid uncertainties about U.S. energy policy and shifts in key 

cabinet positions, the Desk began, after Committee discussion, 

to seek a funds rate around 10 1/2 percent, the top of the 

range adopted at the July meeting. 

the announcement of a 1/2 percent increase in the discount rate, 

to 10 percent. Initially, to give greater force to the move 

and be as helpful as possible to the dollar, the Desk sought 

a "relatively firm" 10 1/2 percent funds rate. A week later, 

The move coincided with 

July 27 ,  estimates of aggregate growth had strengthened somewhat 

further, while the dollar had steadied partly in reaction to 

news of Mr. Volcker's nomination as Chairman. In view of the 

strong aggregates, the Committee voted to raise the upper limit 



of the funds range to 1 0  3/4 percent, instructing the Manager 

to aim in a 10 1/2 - 10 3 / 4  percent range, depending on further 

developments with the aggregates and with the dollar. The Desk 

then began seeking a funds rate around 10 5/8 percent. The next 

bit of data on the aggregates appeared a trifle weaker, while 

the dollar was holding its own and the objective accordingly 

remained at 10 5/8 percent into the first full week of August. 

By last Friday, however, the latest information on aggregates 

was slightly stronger again while the dollar was once more under 

pressure following publication of a bad price number for July. 

Accordingly, the Desk adjusted its objective slightly further 

to aim for a funds rate of 10 5 / 8  percent or a shade higher. 

In practice, the funds rate often tended to exceed 

the Desk's objective, in part because of fairly persistent 

shortages of securities available for repurchase agreements. 

Also, in a period of gradual firming there was some tendency 

for market participants to overanticipate, and carry the firming 

a bit beyond the Desk's intention of the moment. 

period, the funds rate averaged about 10.62 percent, up 33  basis 

points from the previous intermeeting interval. Before last 

Friday's further slight firming move, market participants seemed 

to be pretty well agreed that the System's objective was 10 5/8 

percent, even though the weekly averages had been coming in a 

bit higher. At present, there is some market uncertainty about 

the Desk's objective--where it is and where it is going. Some 

think that the System is already aiming at 10 3/4 percent; others 

For the whole 

c 



would place the objective slightly lower but on the way to that 

level, or perhaps higher. Still others are not sure that we 

have really changed from 10 5/0 percent. 

There were large reserve needs during the period 

because of increased required reserves, lower float, lower 

holdings of foreign currency, and a decline in member bank 

borrowings. Reserves were supplied through outright purchase 

of $050 million of Treasury bills in the market the day of the 

last meeting, net purchases of $1,167 million of bills from 

foreign accounts, $402 million of agency issues in the market, 

and yesterday about $975 million of Treasury coupon issues 

for delivery today and tomorrow. This is a substantial grand 

total of roughly $ 3  1/2 billion in outright purchases, but 

this did not violate our intrameeting leeway because it includes 

bill purchases on the day of the last meeting, which came under 

the previous leeway. There was also substantial use of repurchase 

agreements on most days, and matched sale-purchase transactions 

to absorb reserves on a few days. 

Most short-term rates rose about 15 to 50 basis points 

over the interval, with the larger increases about in line with 

the boost in the funds rate. Treasury bills rose somewhat less 

in rate than most other short paper, as bills were in demand 

from foreign central banks, and from the Desk for RP collateral. 

Three- and six-month bills were auctioned yesterday at average 

rates of about 9.50 and 9 .40  percent, compared with 9 . 2 7  and 

9.16 percent shortly before the last meeting. 



R a t e  r i s e s  f o r  some Treasury coupon i s s u e s  matur ing 

i n  around a yea r  were as  much a s  55 b a s i s  p o i n t s ,  b u t  f o r  2 -  to  

10-year issues t h e  increases were mainly about  10-30 b a s i s  p o i n t s .  

For  t h e  l o n g e s t  issues most y i e l d s  were a more moderate 7 t o  1 0  

basis p o i n t s  h igher ,  a s  some encouragement w a s  taken t h a t  t h e  

c e n t r a l  bank, under i ts new l e a d e r s h i p ,  would show s t r eng thened  

resolve t o  combat i n f l a t i o n .  Th i s  view also helped e l i c i t  a 

good response  t o  t h e  Treasury re funding  i s s u e s ,  which i n  t u r n  

tended  t o  buoy genera l  market sent iment .  I n  t h e  re funding ,  t h e  

Treasury  r a i s e d  about $ 2 . 4  b i l l i o n  i n  new money through t h e  sale  

of $ 7  1/4 b i l l i o n  of 3-year, 7 1/2-year, and 30-year i s s u e s  a t  

rates of 9 .06 ,  9.00 and 8.91 pe rcen t ,  r e s p e c t i v e l y .  The t w o  

s h o r t e r  i s s u e s  soon rose t o  moderate premiums i n  secondary 

market t r a d i n g  al though t h e s e  g a i n s  faded by t h e  end of t h e  

p e r i o d  amid new concern about i n f l a t i o n  and t h e  d o l l a r .  

long  bond, which w a s  b i d  f o r  after t h e  marke t  had a l r e a d y  r i s e n  

i n  price, t r a d e d  close t o  i s s u e  price f o r  a t i m e ,  and then  sl ipped 

to a d i s c o u n t  a t  t h e  end of t h e  per iod .  

reasonably  good p rogres s  i n  d i s t r i b u t i n g  t h e i r  awards of t h e  new 

issues ,  e s p e c i a l l y  of t h e  long  bond. The System's coupon purchases  

y e s t e r d a y  provided a f u r t h e r  o p p o r t u n i t y  t o  make sa ' les .  

dealer hold ings  of over-one-year i s s u e s  came down to  about  $465 

m i l l i o n  by l as t  Friday,  from a h i g h  of abou t  $1.1 b i l l i o n  a f te r  

t h e  bond auc t ion .  This  compares w i t h  a n e t  s h o r t  of about $500 

m i l l i o n  j u s t  be fo re  t h e  l a s t  meeting. I n  coming weeks, new T r e a s u r y  

f inanc ing  may w e l l  i n c l u d e  a 5-year no te  and a cash  management b i l l  

i n  a d d i t i o n  to r o l l o v e r s  of maturing i s s u e s .  

The 

The d e a l e r s  have made 

A l t o g e t h e r ,  

a. 



I n  r e c e n t  days we have sought  t o  m o n i t o r  development 

c l o s e l y  i n  t h e  commercial paper market,  t o  see whether  C h r y s l e r ' s  

d i f f i c u l t i e s  are having any impact comparable t o  t h e  s i t u a t i o n  

i n  1970 when Penn C e n t r a l ' s  f a i l u r e  caused many i n v e s t o r s  t o  

p u l l  away from t h e  paper market. Today, w e  see n o t h i n g  comparable 

to  t h e  ear l ier  experience.  Chrys l e r  F i n a n c i a l  Corp. h a s  had t o  

repay some $700 mi l l i on  i n  commercial pape r  i n  r e c e n t  days,  and 

has drawn on bank l i n e s ,  b u t  t h e r e  has  been l i t t l e  or no d i s c e r n -  

i b l e  e f f e c t  on  o t h e r  paper  i s s u e r s .  NO s i g n i f i c a n t  change is 

r e p o r t e d  i n  ra te  spreads  between top-grade and lesser i s s u e r s .  



Joseph S .  Zeisel 
August 14, 1979 

FOMC BRIEFING 

Available information continues to suggest a further weakening 

of the economy over the balance of this year. An easing of gas supplies may 

currently be permitting some rebound in activities that were constrained by 

fuel shortages. However, the fundamental factors which have been damping 

growth all year are still operating to slow overall activity, and the 

economy will be digesting the effects of the recent OPEC price hikes for 

some time to come. 

The major factor in the 3-113 percent annual rate decline of real 

GNP in the second quarter was the sharp drop in personal consumption 

expenditures. Much of this weakness represented the collapse of large 

car sales in response to uncertainties regarding fuel availability. But 

transitory considerations aside, the fundamentals underlying consumption 

have been weak for some time, particularly real personal income growth. 

And the principal forces supporting income gains--production and employment-- 

show signs of continued deterioration. 
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I n d u s t r i a l  production appears t o  have edged down f u r t h c r  i n  July 

t o  only f r a c t i o n a l l y  above i t s  l e v e l  l a s t  December. L a s t  month's dec l ine  

r e f l e c t e d  a reduct ion  i n  output  o f  autos  and o ther  consumer goods as 

w e l l  as t rucks .  But au to  assemblies were s t i l l  a t  an 8.8 mi l l i on  r a t e  

i n  J u l y ,  down only 3 percent  from June, and we l l  i n  excess  of t h e  r a t e  of 

s a l e s .  Indus t ry  schedules have now been trimmed sharp ly  f u r t h e r  to  a 

7 . 3  m i l l i o n  u n i t  r a t e  i n  August. Other th ings  being equa l ,  such a c u t  i n  

product ion of autos  and p a r t s  would have t h e  e f f e c t  of reducing t h e  i n d u s t r i a l  

product ion index from 112 - 314 percent  t h i s  month. 

As  a r e s u l t  of the s luggishness  of economic a c t i v i t y ,  demand f o r  

l abor  has weakened pe rcep t ib ly  i n  r ecen t  months. Although the o v e r a l l  

unemployment r a t e  has  changed l i t t l e ,  nonrarm payro l l  employment f i g u r e s  

show an increase  of only 30,000 j o b s  i n  Ju ly  ( s t r i k e  a d j u s t e d ) ,  a s  compared 

t o  an average monthly ga in  of 160,000 over t h e  second q u a r t e r ,  which i t s e l f  

was only h a l f  the monthly r ise during t h e  f i r s t  qua r t e r .  Manufacturing 

employment dropped i n  J u l y  f o r  t h e  fou r th  month i n  a row t o  a l e v e l  130,000 

below i t s  March peak. 

With employment condi t ions  weakening and p r i c e s  cont inuing up sha rp ly ,  

r e a l  personal  income dec l ined  i n  June, f o r  t h e  f i f t h  t i m e  i n  s ix  months, t o  
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a l e v e l  more tliaii 2 percent  below i t s  Decembcr peak. I t  i s  probable  t h a t  

r e a l  personal  income dropped again i n  J u l y .  

Moreover, consumer a t t i t u d e s  a r e  r epor t ed  t o  have d e t e r i o r a t e d  

f u r t h e r  r ecen t ly .  E o t h  the  Micliigan and Conference Board surveys i n d i c a t e  

consumer confidence t o  b e  at the  lowest l e v e l  s ince  the  1974-75 

recess ion .  

Re f l ec t ing  these  f a c t o r s ,  consumer demand has remained s luggish .  

Total  r e t a i l  s a l e s  increased  only fou r - t en ths  o f  1 percent  i n  J u l y ,  and although 

the  f i g u r e s  f o r  Nay and June were rev ised  UF) i n  r e a l  t e r m s  l a s t  month's 

r e t a i l  s a l e s  t o t a l  was about 5-1/2 percent  below the year-end l e v e l .  

The drop i n  a u t o  s a l e s  con t r ibu ted  s u b s t a n t i a l l y  t o  t h i s  dec l ine .  

Demand f o r  c a r s  a l r eady  had begun to  weaken i n  the  April->lay pe r iod ,  undoubtedly 

l a r g e l y  the r e s u l t  of  reduced r e a l  income and heavy deb t  burdens. When f u e l  

shor tages  developed, u n i t  s a l e s  dropped f u r t h e r  i n  June to  a 7-1 /4  n d l l i o n  

r a t e  f o r  domestic models, with p a r t i c u l a r  weakness among the  l a r g e r  gas guzz lers .  

Unit au to  s a l e s  picked up i n  Ju ly  t o  an  8.1 m i l l i o n  ra te - -probably  i n  response 

t o  p r i c e  concessions a s  well as increased  a v a i l a b i l i t y  of f u e l .  However, t h i s  

was s t i l l  10 percent  below the  f i r s t  q u a r t e r  s a l e s  r a t e ,  and w e l l  under t h e  r a t e  

of production. As a r e s u l t ,  a l ready  l a r g e  d e a l e r s '  s tocks  rose  f u r t h e r ,  p a r t i -  

c u l a r l y  for  the  l e s s  f u e l - e f f i c i e n t  models. 
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In add i t ion  to t h e  bui ldup o f  unsold ca r s  i n  d e a l e r s '  hands, 

t h e r e  was a r e l a t i v e l y  rap id  accumulation of t o t a l  manufacturers '  i nven to r i e s  

through t h e  end of the second qua r t e r .  For t h e  q u a r t e r  a s  a whole, manufac- 

t u r e r s '  s tocks  i n  book value terms increased a t  a $36 b i l l i o n  annual r a t e - -  

t h e  l a r g e s t  q u a r t e r l y  advance s i n c e  the  t h i r d  q u a r t e r  of 1974. Some of this 

may have been the  r e s u l t  of d i s r u p t i o n s  t o  shipments due t o  f u e l  shortages 

and p r o t e s t s  b y  independent t rucke r s .  And while  inventory r a t i o s  genera l ly  

l a rge  
a r e  not  i no rd ina te ly  h igh ,  except f o r / a u t o s ,  we expect downward production 

adjustments  t o  cons t r a in  f u r t h e r  s tockbu i ld ing ,  p a r t i c u l a r l y  i n  an environ- 

ment of weakening demand. 

Of course ,  the outlook f o r  o v e r a l l  a c t i v i t y  depends important ly  

on the  performance of c a p i t a l  spending. Business f ixed  investment i n  r e a l  

terms f e l l  i n  the second q u a r t e r  a s  shipments of equipmen; dropped and t ruck  

s a l e s  continued the dec l ine  t h a t  began toward the end o f  l a s t  year .  A t  t h s  

same t ime,  nonres iden t i a l  cons t ruc t ion  put - in-p lace  remained s t rong .  As 

f a r  as the  f u t u r e  i s  concerned, while  o rde r s  f o r  c a p i t a l  equipment recovered 

some of t h e i r  previous l o s s e s  i n  Hay and June ,  the  l e v e l  o f  such commitments 

remained below t h e  spr ing  peak, even i n  c u r r e n t  d o l l a r  terms. Ploreover, 

bus iness  commitments f o r  cons t ruc t ion  spending a l s o  i n d i c a t e  a s lackening  o f  

demand. 



star ts  r i s i n g  by G percent  i n  June t o  a 1 .9  m i l l i o n  annual r a t e .  pfost of 

the  r ecen t  s t r e n g t h  has been i n  the mult i family s e c t o r ,  r e f l e c t i n g  both an 

increased  number of HUD subs id ized  ui?i ts  and continued demand for  r e n t a l  

housing--as ind ica t ed  by the  f a c t  t h a t  r e n t a l  vacancy r a t e s  a r e  very c lose  

t o  a record  l o w .  I n  c o n t r a s t ,  a c t i v i t y  i n  the s ing le- fami ly  s e c t o r  has been 

r e l a t i v e l y  s t a b l e  i n  r e c e n t  months a t  a l e v e l  we l l  belorv l a s t  y e a r ' s  r a t e ,  

But the  demand f o r  these  hcuses ar;parrn:lj. !ins continued t o  weaken; s z l e s  dropped 

shlr, :y i n  June fo; b o t h  ne'lj aild c : c i s i i ug  homes and pushed  t h e  s tock  o f  lmsold 

homes t o  7-11? aonths s L p p l y  n t  cu r r en t  s a l e s  r a t e s ,  tile l a r g r s :  overhanz s ince  

March 1975.  With f i n a n c i a l  condi t ions  i n  mortgage markzts r e l a t i v e l y  t i g h t  

and mortgage commitments of S&Ls t rending  down, the out look ccnt inues  t o  be 

f o r  reduced tiousiiig a c t i v i t y  f a r  the remaindsr of  t h i s  yea r .  

.On ba l ance , the  s t a f f  i s  s t i l l  f o r e c a s t i n g  a d e c l i n e  i n  r e a l  GNP 

f o r  the  c u r r e n t  q u a r t e r ,  a t  a b i t  under 2 percent .  Consumption and business  

spending may not  be q u i t e  as weak as i n  the  second quarcer ,  b u t  inventory 

accumulation should be cons iderably  be low l a s t  q u a r t e r ' s  h igh  rate. W e  

continue t o  f o r e c a s t  comparat ively smal l  q u a r t e r l y  dec l ines  i n  r e a l  GNP i n t o  
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e a r l y  1980, r e f l e c t i n g  weakness .ilfSS in housing, reduced business  

ou t l ays  for both f ixed  c a p i t a l  and inven to r i e s  and q u i t e  s luggish  consumer 

demand. In the  absence of new f i s c a l  i n i t i a t i v e s ,  government spending w i l l  

be c o n t r i b u t i n g  l i t t l e  t o  growth over the next  year  and a h a l f .  But sho r t  of 

any s u b s t a n t i a l  f u r t h e r  shocks, i r  appears t h a t  economic recovery should 

begin  nex t  sp r ing  a s  housing a c t i v i t y  bottoms out  i n  response t o  underlying 

demands, bus iness  out lays  p i c k  up and consumer spending begins t o  recover 

a s  growth i n  r e a l  income resuxes.  The p ro jec t ed  s luggishness  of domestic demand 

r e l a t i v e  t o  growth abroad should a l s o  he opera t ing  t o  inc rease  the  balance on 

n e t  exports  through the  middle of  nex t  year.  Overa l l ,  however, we a r e  s t i l l  

f o r e c a s t i n g  a very modest r i s e  i n  r e a l  output  of l e s s  than 1 percent  during 1980. 

I n  t h i s  Environment we would expect a considerable  weakening of  t he  

demand f o r  l auor .  Employment adjustments  have been q u i t e  small  so  Ear,  as 

evidenced by the  s t a b i l i t y  of  t h e  unemployment r a t e  and t h e  sharp d e c l i n e s  

i n  p roduc t iv i ty .  We p r o j e c t  i n d u s t r i a l  employment t o  drop suhstt i .nti31ly 

over  the balaiice of  t h i s  year and i n t o  e a r l y  1980; the s e r v i c e  sec to r5  

should shou f u r t h e r  modest growch. We cont inue t o  projecc  a r i s e  

i n  the unemployment r a t e  t o  c l o s e  t o  7 percent  by the end of t h i s  year  and t o  

about 8 pe rcen t  by the  c lose  o f  1980. 
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The p r i c e  outloo:: f o r  t h i s  y.:nr remains b leak ,  i n  par t  because o€ the poor  

performa;ice of p r o d u c t i v i t y ,  b u t  a l s o  r e f l e c t i n g  the r a p i d  runup of energy 

p r i c e s .  The r a t e  of i nc rease  i n  consumer p r i c e s  i n  June--1 percent--was about 

the  same as the  average e a r l i e r  t h i s  yea r ,  d e s p i t e  an eas ing  of food p r i c e s ,  

as the  energy component of the  CPI posted t h e  l a r g e s t  monthly advance on 

record ,  5 .6  percent .  Energy p r i c e s  a r e  expected t o  cont inue up a t  a rap id  

c l i p  f o r  t h e  balance of the  yea r ,  s ince  only p a r t  of t h e  l a r g e  OPEC p r i c e  

r i s e  has as y e t  passed through domestic markets.  The s h a r p  J u l y  inc rease  o f  

1.1 percent  i n  producer p r i c e s  r e f l e c t e d  i n  p a r t  a s u b s t a n t i a l  i nc rease  i n  

t h e  p r i c e  of energy. 

But f o r  1 9 8 0 ,  we cont inue  t o  f e e l  t h a t  t h e  combination o f  weaker 

markets,  a resumption of  p r o d u c t i v i t y  growth, and an assumed moderation of 

energy p r i c e  inc reases  w i l l  r e s u l t  i n  some eas ing  of  t h e  r a t e  o f  i n f l a t i o n .  

€lowever, the  process  of g e t t i n g - i n l l a t i o n  under con t ro l  i s  l i k e l y  t o  be 

lengthy,  and we are s t i l l  f o r e c a s t i n g  a r a t e  of i nc rease  i n  the fixed-weighted 

g r o s s  bus iness  produst  p r i c e  index of about S-1/2 percent  i n  the l a s t  q u a r t e r  

of 1980. 
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While t h e  s taEf  h a s  projected a slowing o f  ?f-l. gro 

tmgust-September per i3d  compared with t he  rap id  expansion of the  previous 

f o u r  months, the August-September p r o j e c t i o n  remains high r e l a t i v e  t o  the 

Comnittee's longer-run t a r g e t .  Wi th  the  funds r a t e  3 t  about the  cur ren t  

l e v e l ,  M - l  grcwth i s  projected t o  be ac a 7 percent  annual r a t c ,  which 

t rans l .a tes  t o  about. 8 percent a f t e r  addihg back ATS efleit-s.  S imi la r ly ,  

M-2 growth fo r  t h e  two-month period i s  pro jec ted  t o  be higii r e l a t i v e  t o  

i t s  longer-run range. I f  these  projecti .ons prove s i l t ,  M - - 1  by September 

would be i n  t h e  iipper ha1.f of  i t s  ad jus ted  longer-run rangi', 3:; s h n m  In 

t h e  b o t t o m  panel  of  the  c h a r t  3n page 10 of tkie b lue  book, arid M-2 c lo se  

to the  upper li.mit of i t s  longer-run range. 

Despi te  these recent  dcvelopmcnts, s t a f f  ana lys i s  i ~ o d i c a t e s  tii,?t 

t h e  Committee might wel l  hi: i t s  Longer-rm aggregate  t a r g e t s  f o r  1.979 

without any f a r t h e r  r ise of i n t e r e s t  ra tes-- indeed w i t h  S G ~ E  decl ine .  

k t  t h i s  r e q u i r e s  a very s u b s t a n t i a l  dece le ra t ion  i n  money growth i n  the  

f o u r t h  q u a r t e r .  There a r e  two main reasons f o r  expect in8 t l i- is  t o  occur. 

One i s - t h e  continuzd weakness projacced for reni econmiic a c t i v i t y  over the 

balance of the  year.  The second i s  t h e  view t h a t  t h e  r eccz t  bQild-up i n  

cash balances--both demand and savings depos i t s - - i s  i n  p a r t  temporary, 

r e f l e c t i n g  eccwoi?i.c u n c e r t a i n t i e s  n s s sc i a t cd  wi.t?. t h e  en:?rgy c r i s i s ,  and 

will not l a s e .  

A very 'brief review of .noiiry supply developments :%?re Noverr;bex 

may be h e l p f u l  i n  eva lua t ing  i z c e n t  and prospec t ive  t fndccc ies .  S t a r t i n g  

i n  t h e  f a l l  of l a s t  year  and cont inuing  through t h i s  %;ntcr. t i c  demand 

pf-1 c l e a r l y  s h i f t e d  dijwnijaril r e l a t i v e  t o  income ai?~d ki terest  r a t e s ,  

a s  compared wl.ti; p s r t  h i s t o r i c a l  experience,  %is dowcward r h i . f c  followei! 

t h e  in t roduct ion  of ATS accounts .i.n Nnvemher and t h e  coincidental r i s e  



of market i n t e r e s t  r a t e s  stemming f m m  pol icy  ac t ions  i n  connection with t h e  

d o l l a r  suppor t  program--all of which j o i t e ?  the  p u b l i c  i n t o  evrn g r e a t e r  

r ecogn i t ion  of thc  r e l a t i v e l y  high cos t  of i d l e  c a s h  balance:;, in. t luding 

savings depos i t s .  

The main ques t ion  a t  the  tine was how long would the downward 

s h i f t  l a s t .  The s t a f f  f e l t  t h a t  i t  would be much s h o r t e r  than ::he about 

two-year downward s h i r t  t ha t  followed t h e  i n t e r e s t  r a t e  peal.: of 1973-74 

and ensuing changes i n  money tech.iolog:.-. On supe r2 ic i a l  a n a l y s i s ,  the  

r ecen t  downward s h i f t  might seen t o  b? about over a l ready.  O>:x q u a r t e r l y  

econom.etric model shows no s h i f t  i n  t h e  secocd qua r t e r  and t h e i P  probably 

w i l l  h e  none i n  the  third--both q u a r t e r s  of nega t ive  ircome vs.; .ocity of  13-1. 

However, i i i t e rpre ta t ion .  i s  inade d i f f i c u l t  by  the surmier energy crisis. 

Savings deposirs a t  banks, a f t e r  con t r ac t ing  s ince  l a s t  fsll~, begin expanding 

rathe.r  rapid1.y i n  June and the  expansion ha.3 cor.ti.r!ued thvs 2 3 r  €or t h r e e  

mon:hs. 2.I-1 growth has also been r e l a t i v e l y  r ap id  over t h a t  period. These 

developments could r e f l e c t  mainly a temporary, p r e c a u t k n a r y  zesponse t o  t h e  

sudden i n t e n s i c i c a t i o n  of economic u n c e r t a i n t i e s ,  a s  not.ed e a r l i e r .  

Arid t o  the  exLent  t h a t  t hey  do ,  they  should soon b c  1 : c i ~ r s c ~ d  as  

demand depos i t s  above c u r r e n t  t r a n s a c t i o n s  needs and savings depos i t s  

above nor.ii-1 precaut ionary needs a re  moved i n t o  o t h e r  hi%her-.yi .elding 

investments.  

The pxfceding a n a l y s i s  sugges ts  why with  some r ~ a s o n a b i r  degree 

ul p r d b s b i i i t y  the  r e l a t i v e l y  h igh  2-rmnth August-Stptemher r:.nges f o r  t'ie 

aggregates  p ro j rx t ed  i- the blue bouk may be fo l loved  by  ~loiuei.  qrcwth i n  

:-he f a l l  and thus  TI.:), b e  consi.ntenr wi!.?, tht? Cornmit.trc's :on; 

t a r g e t s .  Be: a i t e r  r e v e r s a l  of whatever p a r t  of the Cat <-3.;!' Luild-i:p 
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i s  temporary, it. i s  sti.il  highly uncer ta in  whether underlyii-:g rnoney 

demand w i l l  3 r  weak because the  e a r l i e r  dowlrzard ; h i i t  re-emerxes i n  

some degree ,  or whether underiying money demand will hi- s t rong  because 

normal h i s t o r i c a l  r e l a t i o n s h i p s  r e a s s e r t  themselves. C)ur s taEf  pro jec t ions  

f o r  the  f o u r t h  qua r t e r  of t h i s  year--and i n c i d e n t a l l y  fo r  1980--assume t h a t  a 

downward s b i f t  i n  money demand re-emerges, though a less  marked one than 

e a r l i e r  t h i s  year.  Without such a s h i f t  the  Cornnittee might s t i l l  h i t  the 

1979 1onge.r-run t a r g e t  f o r  3%-l a f t e r  appropr ia te  2TS adjustment and a l s o  

its M-2 c a r g e t ,  hi:t growth would be i n  t h e  upper h a l f  o f  t h e  ranges, o r  

poss ib ly  above the  uppcr l i m i t  depending i n  p a r t  on nea r - t e rn  i n t e r e s t  r a t e  

developments. 'fius, f a i l u r e  O L  a downward demand s h i f t  to emcrge l a t e i .  

t h i s  year  could b r ing  i n t o  quest ion e i t h e r  the  a t t z i n a h i l i t y  of t h e  Coinmittee',; 

1.onger-run mor.?terj, t a r g e t s  o r  the  v l a b i ? ~ i k y  of the  : t z f f ' s  1x:ceres.t r a t e  

i.n SNP f o r e c a s t s .  

However i:hat: may be,  t h e r e  a re  s t i l l  imncdiate r e a ? . o x  t h a t  the 

Committee may wP6li  t o  consider  for ad jus t ing  the  c u r r e n t  twc-xonth Aagusr- 

September b lue  'nc,i:'X pro jec t ions  for  the aggresa tss  t o  ti!t t?,p odds more 

toward-a t ta in ing  longer-run t a r g e t s ,  This could %nvoIse i i  :owward adjust- 

ment i n t o  i i i s t rucr ions  f o r  guidi?.g t i l e  Desk. Three argitxents {right be 

advanced f o r  such BR approach. !!nc, i s  p ruden t i a l :  when the l e v e l  of money 

i s  i n  the  upper h c l i  of t h e  longer-ren range,  two-mnnch growth r a t e s  might 

b e s t  be r e l a !  ive ly  madcrate so as t o  i nc rease  the c d . 3 ~  of acliii.vin$ t h a t  

ra : lgs .  A seeorxi argument r e l a t c s  t:) poss ib l e  di.rect_ impacts or: the ecoiiurny: 

the build-up i n  cash t a l z n c e s ,  thougii temporary, nay l e n d  t o  s t t onge r  

i n f l a t i o n a r y  pressures  than pro jec ted  because the  ba lances  caul? end .i? 

be tag  spent  cii goods and sc!rvices rar l ier  than bein2 shifted i:o o the r  

f inanc ia l  asset::. A t:iiru argur;ont r e l a t e s  ta e f f e c t s  c:,: TMY' psychoi.ogy: 

cr- i t inued r e l s t i v e l y  rap;d growth 3f t h e  aggregates  xirkioiit t i1,rthe.- s i g n  



of response by the System would furttier weaken the dolldr on exchange rnC2rkets 

an3 would eradr e f fo r t s  to dampen inflbtionary psychology ao7estically. 




